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PREFACE

In November 2013, Eurostat has published on its website a new version of the Manual on
government deficit and debt (MGDD), following, in May 2013 the publication of the revised
European system of national and regional accounts in the European Union (referred to as
“ESA 2010"), enforceable (by Regulation (EU) No 549/2013) from 1* of September 2014
onward, replacing the previous ESA95.

In the context of the Excessive Deficit Procedure (EDP)!, originally defined by the
Maastricht Treaty (Article 104) and currently defined in the 2012 consolidated version of
the Treaty on the Functioning of the European Union (TFEU) (Article 126), Eurostat, from
1994 onwards, has the mission to ensure a proper application of this conceptual reference
framework, in order to obtain reliable and comparable statistics across the European
Union.

The MGDD, firstly published in 1999, provides guidance on the appropriate treatment of
statistical issues raised in the European Union regarding government financial statistics.
It is an indispensable complement to ESA 2010 and an important tool for statisticians and
specialists dealing with public finance issues. It also helps to better understand the
methodology applied to government finance data for the EDP.

This new edition of the MGDD, similarly structured, focuses on some methodological
aspects which were closely considered in the first part of 2014 in the context of a specific
Eurostat Task Force on methodological issues (chairman: Luca Ascoli, editor: Denis
Besnard), composed by experts in Government Finance Statistics and National Accounts
from Eurostat, EU Member States and other institutions.

Only the following parts have been changed compared to the previous version of the
MGDD: Part | (Delimitation of the general government sector), Part Il (Time of recording,
exclusively for the chapter 1.2 related to recording of taxes and social contributions).
A small complement was also added in the Part IV (Relations between government and
the financial sector) in the chapter IV.5 on Financial defeasance (units under liquidation).
Finally, Part VIII on Measurement of general government debt (which includes also
chapters on swaps and repurchase agreements) is now available.

This edition was prepared under the responsibility of Denis Besnard and Lenka Valenta
from Eurostat Unit D1 (Excessive deficit procedure and methodology) ? in cooperation with
experts of the methodological TF and other colleagues from Directorate D, who made
a significant contribution to the present version of the MGDD.

August 2014

Eduardo Barredo Capelot
Director
Directorate D: Government Finance Statistics (GFS) and quality

! See statistical aspects in Council Regulation (EC) No 479/2009, as amended by Council Regulation (EU) No 679/2010 and
Commission Regulation (EU) No 220/2014.

> For any further information, please contact Unit D1 Secretariat (tel. + 352 4301 35622, email, ESTAT-D1-
SECRETARIAT@ec.europa.eu).
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INTRODUCTION: SCOPE AND DEFINITIONS

The Excessive Deficit Procedure (EDP)

The Maastricht Treaty signed in 1992 foresaw the creation of the Euro. It organised the
way that multilateral fiscal surveillance would be conducted within the European Union.
The provisions regarding the EDP are currently defined in the 2012 consolidated version of
the Treaty on the Functioning of the European Union (TFEU).

The surveillance is based on the EDP which sets out schedules and deadlines for the
Council, following reports from and on the basis of opinions by the Commission and the
Economic and Financial Committee, on how to judge whether an excessive deficit exists in
an EU Member State.

The TFEU obliges EU Member States to comply with budgetary discipline by respecting
two criteria: a deficit to GDP ratio and a debt to GDP ratio not exceeding reference values
of 3% and 60% respectively, as defined in the Protocol® on the EDP annexed to the TFEU.

Council Regulation (EC) No 479/2009, as amended by Council Regulation (EU)
No 679/2010 and Commission Regulation (EU) No 220/2014, requires that EU Member
States report EDP-related data to Eurostat twice per year at end-March and end-
September. The data are reported in harmonised tables — EDP Notification Tables (see
Annex 2). These tables are designed specifically to provide a consistent framework, with a
link to national budgetary aggregates and between the government net lending/borrowing
(B.9) and changes in government debt. EDP data should be fully consistent with GFS data
supplied through the ESA 2010 Transmission Programme.

The latest EDP Notification Tables for each EU Member State as well as the historical
Notification Tables since April 2006, including a brief explanation of their contents and
further information on Government Finance Statistics, can be found on Eurostat GFS
dedicated web page.

Statistical Methodology

The reference values for deficit and debt are based on concepts defined in the European
System of Accounts (ESA 2010). The surplus (+)/deficit (-) of the general government
sector is in the national accounts referred to as the net lending (+)/borrowing (-)
(B.9).The government debt is defined as the total consolidated gross debt at nominal value
in the following categories of government liabilities (defined in ESA 2010): currency and
deposits, debt securities and loans.

ESA 2010 is derived from, and broadly consistent with the worldwide manual for national
accounts (2008 SNA). ESA 2010 is a legislative text in a user-friendly form. Since ESA
2010 is a conceptual framework, it has been necessary for Eurostat to supplement it with
additional guidance in the form of this ESA 2010 Manual on Government Deficit and Debt,
Eurostat Decisions, and bilateral advice to EU Member States.

Eurostat’s decisions and advice take account of the views of national experts. Eurostat,
statisticians from the EU Member States and other interested parties meet several times

% Protocol (No 12) on the Excessive Deficit Procedure annexed to the Treaty on the Functioning of the European Union (ex.
Protocol 19 annexed to the Maastricht Treaty).
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per year in the Financial Accounts Working Group and National Accounts Working Group
to discuss methodological and practical issues relating to national accounts. The guidance
in this manual has benefited greatly from expertise provided by those working groups and
in addition this time also from the work of the dedicated methodological Task Force.

Key concepts for measuring government deficit and debt

ESA 2010 is a system for producing macro-economic statistics. As such, it records the
economic reality of transactions rather than their legal form. This can involve looking
through complex financial operations to understand who bears the financial risks and who
has control over the rewards, irrespective of how the contracts have been constructed. In
the context of measuring government deficit and debt, this search for the economic reality
affects such matters as the following.

e The classification of units: is a unit included inside or outside the government sector?
The government deficit and debt are primarily affected by units classified to the
government sector. This is determined by considering whether or not a unit is
controlled by government and whether it is a hon-market or market (financed mainly by
its own sales) unit. Market and privately controlled institutional units are not included in
the government sector.

e The timing of transactions: ESA 2010 records transactions on an accrual basis, i.e.,
when the economic activity takes place, rather than when the cash is paid. Such
differences may be large, and therefore significant for the government deficit.

e The nature of a transaction: ESA 2010 distinguishes non-financial transactions such as
consumption, wages and salary, subsidies or grants to cover losses, which directly
affect the government deficit; and financial transactions as e.g. the acquisition of
financial assets or the repayment of debts, which do not.

Structure of the manual

The following terms are used when referring to text within the manual, based on the
hierarchical structure shown in the table of contents on the next page.

l. Part
1.1 Chapter
[.L1.1 Section

[.1.1.1 Sub-section

Each of the eight parts starts with an overview and ends with keywords and references.
The links to legal texts are shown in Annex 1. EDP Notification Tables are included in
Annex 2.
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Delimitation of the general government sector _

Part | Delimitation of the general government
sector

.1 Overview

1. Government deficit and debt statistics report on the activity of the general
government sector (S.13) as defined in national accounts. According to ESA 2010
2.111, as a general definition of main features, this sector "consists of institutional
units which are non-market producers whose output is intended for individual and
collective consumption, and are financed by compulsory payments made by units
belonging to other sectors, and institutional units principally engaged in the
redistribution of national income and wealth". This does not exclude that, as
a minor part, government units may have other kind of resources (such as property
income and sales of goods and services, but the key distinctive point is the
existence of the capacity of levy.* In this regard, ESA 2010 20.02 insists also on
“‘powers to raise taxes and other compulsory levies and to pass laws affecting the
behaviour of economic units". ESA 2010 20.06 also adds that "government units
are legal entities established by political process which have executive legislative,
judicial authority over other institutional units within a given area". However, this
definition fits totally only for the units which are designed as “primary” units in
ESA 2010 20.10 but other kind of entities may be established in order to carry out
some specific activities. If they meet the criteria of institutional units (see below),
they must be considered separate government units.

2. The qualification of institutional units as non-market producers, i.e. units "providing
all or most of their output (goods and services) free of charge or at prices that are
not "economically significant” (ESA 2010 20.19) is fundamental for the proper
delimitation of the general government sector. As a consequence, the general
government sector excludes all government-controlled units (as defined on the
basis of different criteria, see ESA 2010 20.307) that are considered market
producers ("public corporations"). The public sector consists of all general
government units and public corporations outside government (ESA 2010 20.303).

3. Under ESA, the general government sector is divided into four sub-sectors:
central, state and local governments and social security funds. It may also be
relevant, notably for practical reporting purpose, like in ESA 2010 (see Chapter 20
Government accounts), to make a distinction between the "core" or “primary” units
(such as "budgetary central government" or “regional/local authorities budgets”)
and the other government entities with separate legal identities and various degree
of autonomy which are part of the given government sub-sector as controlled by
the core units (and frequently mostly financed by transfers from them).

a) Central government (S.1311): includes all administrative departments of the
State (such as ministries, boards, authorities, etc.) globally considered a single
unit® and other central bodies whose competence (made of legislative, judicial,
taxation and executive powers) extends normally over the whole economic

* ESA 2010 Chapter 2 (Units and groupings of units) specifies in addition that such units may be engaged in other types
of "non-market production" which covers cases of sales of goods and services on "pseudo-markets"”, but such that the
corresponding income does not cover the production costs.

® Notably because they operate collectively, dependent on a single budget, under the responsibility of the Ministry of
Finance, which in addition to “controlling” most of the revenue, allocates to "line ministries" (spending departments with
generally no autonomous public accounts) their expenditure limits.
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Delimitation of the general government sector [-

territory (as defined in ESA 2010 2.05-06).° Non-profit institutions (NPIs) which
are non-market producers and are controlled by central government with a
competence on the whole economic territory are part of this sub-sector. The
central government sub-sector is itself divided into two components, “budgetary
central government” and “other central government bodies” (ESA 2010 20.62);

b) State government (S.1312): consists of separate institutional units exercising
some of the functions of government at a geographical level below that of
central government and above that of the local government. These government
units have a full and exclusive competence (in the areas specified in
constitution or fundamental law) on a state or regional territory; normally the
existence of significant legislative power is an element as to identify this sub-
sector level which may also include other dependent bodies and state
government controlled non-market NPIs;

c) Local government (S.1313): is made of public administration whose
competence (frequently small from legislative and judicial points of view)
extends to only a local part of the economic territory. ESA 2010 20.65 specifies
that "statistics for local government cover a wide variety of government units"
and it also mentions that there may be an overlapping of different local
governments on the same geographical area, based on their respective
functional responsibilities; a great number of non-market producers, of various
statutes, may also be attached and they can control also numerous non-market
NPIs’, which are also included here;

d) Social security funds (S.1314): include all central, state and local institutional
units whose principal activity is to provide social benefits and which fulfil each of
the following two criteria®:

e Dby law or by regulation certain groups of the population are obliged to
participate in the scheme or to pay contributions;

e government is responsible for the management of the institution in respect
of the settlement or approval of the contributions and benefits
independently from its role as supervisory body or employer (ESA 2010
2.117).

4. Statistical authorities frequently encounter units for which the sector classification
is not straightforward and represent borderline cases. This chapter gives guidance
on how to resolve such problems with the aim to ensure full comparability across
the European Union.,

5. The government net lending borrowing (B.9) (as well as government debt?) is
primarily affected by units classified to the government sector, thus the proper
sector classification of units greatly matters.

® Except for the administration of social security funds, which have their own sub-sector.

" ESA 2010 20.64 stresses that there should be a distinction between units that are fully dependent on central
government but act locally and units part of the state and local sub-sectors that are not subject to central government
gfor instance they have their own funding, discretion on expenditure, ability to appoint officers, etc.).

S.1314 is only relevant if "an institutional unit is organized separately from the other activities of government units,
holds its assets and liabilities separately, and engaged in financial transactions on its own account”, see ESA 2010
20.12.

° See Part VIII Measurement of general government debt.
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|.2 Criteria for classifying units to the general
government sector

[.2.1 The definition of the general government sector

1. The general government (S.13) sector includes all institutional units which are non-
market producers controlled by government, whose output is intended for
individual and collective consumption, and are financed by compulsory payments
made by units belonging to other sectors; it also includes institutional units
principally engaged in the redistribution of national income and wealth, which is an
activity mainly carried out by government. It includes:

a) General government entities which exist through a legal process to have judicial
authority over other units and administer and finance a group of activities,
principally providing non-market goods and services, intended for the benefit of
the community;*°

b) Non-market public producers, i.e., corporations and quasi-corporations
controlled by government if their output is mainly non-market;

¢) Non-profit institutions recognised as independent legal entities which are non-
market producers and are controlled by general government;

d) Pension funds, recognised as separate institutional units (“autonomous”) where
there is a legal obligation to contribute, and where government manages the
funds with respect of the settlement or approval of contributions and benefits.**

2. The general government sector comprises four sub-sectors, as mentioned above,
although the state government sub-sector applies only in a minority of the EU
Member States. It excludes market public producers (public corporations, quasi-
corporations or, by virtue of special legislation, entities recognised as independent
legal entities), which are classified in the non-financial corporations (S.11) or
financial corporation (S.12) sectors.

3. In order to decide whether an entity should be classified to the general
government, it is necessary to determine whether:

a) it is an institutional unit,
b) it is a government-controlled institutional unit,
) it is a non-market institutional unit.

These criteria are discussed in detail below including the qualitative criteria as well
as some specific government controlled entities for which market/non-market test
is not relevant.

[.2.2 Concept of an institutional unit

4. ESA 2010 2.12 sets out the rules according to which an entity can be considered
an institutional unit:
"A resident unit is regarded as constituting an institutional unit in the economic
territory where it has its centre of predominant economic interest if it has decision-

% For sector classification of some particular units controlled by government, see chapter 1.6 Specific public entities.

™ This is the definition of SSFs in ESA 2010 2.117 (c). ESA 2010 4.89 (a) also specifies that social security schemes
are “covering the entire community, or large sections of the community, that are imposed, controlled and financed by
government units". This means that resources of such schemes take the form of compulsory levies (social contributions
or taxes) and that government is obliged to cover any gap between the resources and the benefits, including using its
power to change some parameters.
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making autonomy and either keeps a complete set of accounts, or is able to
compile a complete set of accounts”.

5. In order to be said to have autonomy of decision in respect of its principal function,
a unit must be:

a) "entitled to own goods or assets on its own right; it will be able to exchange the
ownership of goods or assets in transactions with other institutional units;"

b) "able to take economic decisions and engage in economic activities for which it
is responsible and accountable at law;"

c) "able to incur liabilities on its own behalf, to take on other obligations or further
commitments and to enter into contracts;"

d) "able to draw up a complete set of accounts, comprised of accounting records
of covering all its transactions carried out during the accounting period, as well
as balance sheet of assets and liabilities".*? The following cases deserve more
attention:

e If the entity does not keep a complete set of accounts or, if it is not possible
to compile it, its partial accounts are to be integrated with the institutional
unit's accounts.

o If an entity, while keeping a complete set of accounts, has no autonomy of
decision in the exercise of its principal function, it should be part of the unit
that controls it.

¢ Individual entities part of a group and keeping a complete set of accounts
are considered institutional units even if a central body (head office),
recognised as institutional unit, is responsible for the general direction of
the group (see below section 1.1.6 Specific public entities).

e Entities, keeping a complete set of accounts, that do not have a separate
legal status, but have an economic and financial behaviour comparable to
that of corporations (i.e. market producers) that is different from that of their
government owners are deemed to have autonomy of decision and are
classified as quasi-corporations in the corporations sector outside the
general government sector.

6. In general the entire activity of an institutional unit is classified to one sector. The
exceptions are, for instance:

e when part of a non-market institutional unit can be recognised as a market
guasi-corporation (which is then classified outside the government sector);

e when a public financial institution is managing special purpose funds on behalf
of government (some stocks and flows may be re-routed);

e certain types of pension funds (see section I.1.3);
e some market regulatory agencies (see section 1.1.4);

7. It must be stressed that the ESA 2010 sector classification criteria are not based
on the legal form of an entity. For some entities it may be concluded that they do
not have the required autonomy of decision, which is not automatically evidenced
by their legal status.

2 The unit is able to compile both flows accounts, showing net income and cash flows statements, and balance sheets
showing its patrimonial situation. ESA 2010 specifies that the publication of such accounts is not a condition for being
considering as an institutional unit. Only their (even potential) existence matters. This condition is not formally required
for households.
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[.2.3 Concept of a government-controlled institutional unit

8. A government-controlled institutional unit (a public producer) is a resident
institutional unit which is directly or indirectly controlled by resident general
government units or other public producers. All other resident producers are
private producers.

9. All public producers are part of the “public sector”, as stated in ESA 2010 20.303:
“the public sector consists of general government and public corporations.” The
term corporation must be understood in a rather broad sense as it may include
some entities which do not have the legal status of a corporation but may be fully
assimilated to corporations (notably if they show equity or equivalent in the
liabilities side of their balance sheet). In addition, non-profit institutions (i.e.
generally not allowed to distribute profits to their owners) controlled by government
which are recognised as market producers (see below) are part of the public sector
(but excluded from the general government).

10. The degree of control on an institutional unit by government (namely a core
government unit, as mentioned in ESA 2010 20.08, 20.09 and 20.29, but possibly
by other entities classified as government units) or by a public unit not classified
within the government sector would determine whether this institutional unit is part
of the public sector. In a second step, the inclusion of this unit in the government
sector (S.13) would depend, on the criteria described in section 1.2.4 (Concept of a
market or a non-market institutional unit).

11. In particular, financial institutions are classified as public financial corporations on
the basis of the same criteria for control which is to be applied for non-financial
corporations (developed in following paragraphs). However, as stated in ESA 2010
20.34, the quantitative criterion related to the classification as market or non-
market producer is generally*® not applicable and, instead, is based on whether
they are placing themselves at risk or not, in other words, on whether they behave
as a “normal” financial intermediary and possibly on the basis of other features (for
instance, in the case of ancillary units, public holdings companies, captive financial
institutions, see chapter 1.6 Specific public entities).

12. In ESA 2010 20.18, control over an entity is defined as “the ability to determine the
general policy or programme of that entity”. A set of indicators are to be considered
in this respect (see more detail on each criterion in ESA 2010 20.309).

13. Each of the following criteria of control would individually be sufficient to determine
government control:

1) Rights to appoint, remove, approve or veto a majority of officers, board of
directors, efc.
The appointments may be decided by different government units (either in the
same sub-sectors or in different sub-sectors).

2) Rights to appoint, veto or remove a majority of appointments for key
committees (or sub-committees) of the entity having a decisive role on key
factors of its general policy
The issue of veto powers, under criteria mentioned above, needs specific
attention. A veto gives the right to oppose some decisions, or to impose a
decision, covered by the veto power. From a general perspective, the existence
of such a veto power by government or another public unit would be enough by

® The quantitative test is however relevant for most of the units engaged in financial auxiliary activities, i.e. providing
services facilitating financial intermediation.
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itself to conclude that the unit is controlled by government or another public unit,
if only government holds such a right. However, there may be cases where
other units with interest in the corporation also hold such veto powers for similar
decisions, or cases where unanimity is required. The number of veto powers
held by units other than government is not relevant and they may be considered
collectively.

Control of a unit normally means that the controlling unit has, by itself, “a last
say” as regards the main important decisions. In this case, government control
occurs if the veto power by government (and other public sector entities) covers
a greater number and/or more important decisions than veto powers held by
other owners. For instance, government could have the main powers for
decisions such as dissolving the unit, merging, modifying its status or
significantly changing its activity. Control would be also assessed by other
additional criteria, notably the nature of the unit where government holds
vetoes. For example, if the unit in question obtains its resources predominantly
from public units, such as under sale contracts and other arrangements (such
as PPPs), government or another public unit would be deemed to have a
greater influence on the unit, and thus the unit would be considered to be
controlled by government.**

3) Ownership of the majority of the voting interest

Ownership should be considered in aggregate (jointly) when rights are held by
several public units, notably when no one reaches a majority. For instance,
a corporation with 30% ownership by central government and 40% by a public
corporation, which itself is 75% central government owned and 25% privately-
owned, would be considered 60% publicly owned. The existence of multiple
voting rights attached to some shares must also be closely considered. In most
cases, a corporation with less than 50% public sector ownership would not be
part of the public sector based on ownership, but could nevertheless still be part
of the public sector if other of the above-listed control criteria were met.

There may be cases where public or government units hold a minority of voting
rights, but the other shareholders individually hold much smaller amounts, and
even very small amounts under considerable dilution. In this case, it would be
very unlikely that a coalition of private shareholders, gathering at least 50% + 1
rights, could oppose government or a public unit and, thus, secure control over
the corporation. In theory, the unit should be deemed not to be controlled by
government or by another public unit under ESA 2010. However, a pragmatic
approach would be relevant in some cases, notably where public sector is
holding a percentage of voting rights below 50% (but not too far) and if it is
assessed that the public unit permanently reached a majority of votes on the
basis of the observed turn-outs. In such cases the unit should be considered
a part of the public sector.

14. In case the above-mentioned criteria of control (1) - (3) are inconclusive, the other
following series of criteria should be considered. This needs a case-by-case
approach. ESA 2010 20.310 specifies that “a number of separate indicators may
collectively indicate control”. However, there may be cases when one single and
important criterion is sufficient in this regard. As a result, a unit which does not

™ |f at the end of the analysis, in some rather exceptional cases, it would be concluded that control would be strictly
equal between a government/public unit (s) and private partner (s) as a whole, the unit should be classified in the
government sector if it is non-market and in the public non-financial or financial sectors if it is market or engaged in
financial intermediation (see chapter 1.8 Joint ventures).
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meet the above-mentioned criteria of control (even if in majority privately-owned)
could still be included in the public sector.

4) Rights to appoint, veto or remove key personnel
This refers to the role of determining the general policy through a small number
of “influential members of the board”, such as the chief executive officers and
the chairperson. This will indicate control only if such key personnel are entitled
to a degree of power (under various ways) which, de facto, gives it a decisive
say in the major decisions related to the entity.

5) Rights under special shares and options
A usual example is the existence of “golden shares” (notably set in the context
of privatisations), but if such shares would cover only some specific contingent
events and would be restricted in scope and/or time (which is usually the case),
and would not provide to be of decisive influence on the existing strategy of the
entity, they should not be, in such cases, be considered as such a decisive
criterion by themselves.
As a rule, any “reserve rights” of that kind held by government might still trigger
a reclassification at the time of their activation, or even earlier, if it becomes
evident that the government/public sector will in the future exert a decisive
control on the strategy of the unit and on other key decisions.
The existence of shares purchase options, which would mean that during their
lifetime a government/public unit would meet the first series of control criteria,
could have the same effect, as even the threat of the exercise of the option
could give to government/public sector a decisive influence on the strategy of
the controlled unit and on other key decisions.

6) Rights to control via contractual agreements
This usually refers to the exclusive use by public sector entities of goods and
services produced by an entity which may indicate a dominant influence on its
own strategy. This may also call into question the market nature of the unit in
the case of output purchased by government (see sub-section 1.2.4.2 Specific
cases of producers).

7) Rights to control from agreements/permission to borrow
To indicate control, government/public sector should play a predominant role in
setting the conditions of the borrowing (maturity, rates, forms, location,
counterpart, collaterals, etc.) and/or exert a narrow control of the use of the
funds by the entity (for instance for a given acquisition of equipment or shares
of other companies).

8) Control via excessive requlation
In some activities (such as public utilities), a tight regulation would result in
strongly reducing the room of manoeuver of the entity as regards the
determination of its general policy. Generally, it would have been set up to carry
a specific activity (through delegation by government) which cannot decide to
change or complement it. Thus, this criterion should apply when there are
restrictive conditions to exit or to diversify the activities of the unit.
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9) Others

ESA 2010 20.309 specifies that this may be linked to provisions in the statute of
an entity where public sector approval would be required for some important
decisions such as allocation of its results, the development or the abandonment
of activities, merging and acquisition operations, dissolving and changing
statute. Some provisions of this kind should indicate control. ESA 2010
mentions also that the entity could be fully, or close to fully, financed by the
public sector but control would be determined only if this would be enough to
dictate the general policy and/or when the entity has no access (de jure or de
facto) to other financing sources.

Control of non-profit institutions

15. The notion of control is also applicable to non-profit institutions which might have
different features and different importance (in terms of size, effect on net
lending/borrowing (B.9) and debt, etc.) among EU Member States and may have
an activity to the benefit of different kinds of agents.

16. Similarly to the case of corporations (and equivalent entities), control of an NPI
covers the ability to determine the general policy or programme of the NPI.
However, here, there is a significant difference between market and non-market
NPIs, determined according to the criteria below in sub-section 1.2.4.3 on the
guantitative market/non-market test.

17. NPIs controlled by government, and considered market producers (for instance
because they sell services to corporations or to households, at economically
significant prices) are classified in the sector non-financial corporations S.11. On
the contrary, ESA 2010 20.13 states that “NPIs that are non-market producers and
are controlled by government units are units of the general government sector”.
Concerning control of NPIs, ESA 2010 20.15 indicates that the following five
criteria should be considered™:

a) The appointment of officers
The government may have the right to appoint the officers managing the NPI
either under the NPI’'s constitution, its articles of association or other enabling
instrument.

b) Other provisions of the enabling instrument

On this point, 2008 SNA 4.92 is more explicit than ESA 2010. Notably, if
statutorily the functions, objectives and operating provisions are already
determined by government, the appointment of officers would become of
secondary importance. But control by government would result if government
would have the right to revoke staff and to approve budget or financial
arrangements. An NPl would be considered to be controlled by government if
approval of government would be required to change the statute of the entity (or
the type of activity carried out by the entity), or if the entity could not dissolve
itself or terminate any relation with government without such approval.

¢) Contractual agreements
Some NPIs may enter into contracts with government units in order to perform
tasks defined by government, acting as a specialised operator, notably in social
areas. When such contracts are the main, if not total, part of the activity of the

'® In ESA 2010 (like in SNA2008) these criteria are applied only to the case of a controlling government unit. However,
they may also be relevant for market producers NPIs controlled by public units not part of the government sector.
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NPI, it is clear that government would be able to influence the general policy of
the NPI. However, control should be assessed if the approval of government
would be required for exiting from contracts with government.

d) Degree of financing

Although ESA 2010 20.15 does not specify exactly which should be the degree
of financing, 2008 SNA (4.92) indicates that an NPI that is mainly financed by
government may be controlled by government. “Mainly” must be as at least over
50%. The control would be assessed if such financing would be permanent
(and not on temporary basis) and/or if it would result in a narrow monitoring of
the use of the funds and a strong influence from government on the general
policy of the entity.

e) Risk exposure
This indicator is not developed in ESA 2010 but 2008 SNA (4.92) evokes

government “exposed to all, or a large proportion of, the financial risks
associated with an NPI's activities.” In this case, the arrangement would
constitute government control. Financial risks refers to ex-ante commitments
taken by government on some liabilities incurred by the NPI, on possible
disruptions of other sources of revenue apart from those received from
government, etc.

18. ESA 2010 specifies that, in some cases, one indicator can be sufficient to establish
control, but also that it is most frequently necessary to consider collectively a
number of indicators and a case-by case analysis may be frequently needed. In
any case, a decisive point is the ability of the NPI to determine by itself or not its
general policy.

Control of educational units

19. Many educational units (schools, colleges, vocational training, universities, etc.)
are non-profit institutions and are generally largely funded by government. They
represent a practical example for applying the ESA 2010 control criteria mentioned
in the paragraph above. Most of them are financed by government funds above
50%, since other sources, such as fees paid by parents or students or gifts, appear
frequently as a minority source of funding. In some countries, government
(at different levels) may take over directly some expenditure, such as teachers’
salaries or building maintenance.

20. As a matter of principle, the mere financing of the educational unit should not be,
as such, a determining criterion in classifying government-supported educational
units. It is likely that government exerts some influence on the use of its funds.
However, if government influence only takes the form of the respect of standards
(concerning teaching programmes, the quality of the education, material
conditions, teachers’ competences, etc.), which are imposed on any educational
unit independent of its statute, then it is not control. It is also frequent that different
kinds of schools (government units, private NPIs, etc.) are part of the education
system. Thus the application of similar standards or norms, to a large number of
units, seems to be an important feature in the case of such NPIs.

21. This must be distinguished from direct involvement of government in significant
decisions related to the school. By application of the general rule, if government
appoints the managers (or approves their appointment or holds a revocation right)
or gives instructions related to the everyday management of the school, thus
leaving restricted decision-making capacity to educational unit’s officers, the unit
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should be classified in the general government sector. Under these conditions,
government is deemed to control such a unit if its approval is needed to create
new classes or to specialise in some teaching areas, make significant expenditure
in gross fixed capital formation (which could be mainly financed by government),
borrow, recruit teachers, or if it can prevent the educational unit from ending its
relationship with government.

[.2.4 Concept of a market or a non-market institutional unit

22. When the principal function of a public institutional unit is the redistribution of
national income and wealth, it is to be classified by definition in the general
government sector.

23. When the principal function of a public (government-controlled) institutional unit is
financial intermediation activity, as defined in ESA 2010 2.57, it must be classified
outside the general government sector in the financial corporations sector, i.e. the
market test (see below) is not relevant to apply (ESA 2010 20.34). However it must
be checked whether the entity is effectively carrying out financial intermediation
(managing/acquiring financial assets and incurring liabilities in its own account)
and/or auxiliary financial activities (see ESA 2010 2.95 and 2.96). If it is not the
case, the unit would be classified in the general government sector.

24. In other cases, it is necessary to check whether the unit is market or non-market:
in other words, if the unit finances its operational activity by sales of goods and
services at economically significant prices then it is a market producer. Market
producers are classified to the corporations sectors. This is referred at as the
“‘market/ non-market test”.

25. The general government sector includes only public non-market institutional units.
When these non-market institutional units have some residual market activity, it is
the case of secondary local kind-of-activity units (KAUs) which are not recognised
as quasi-corporations and must be included in the general government sector (see
ESA 2010 2.144 and following).

1.2.4.1 The concept of "economically significant prices"

26. ESA 2010 states that the distinction between market and non-market producers
depends on whether or not prices charged for sales of goods and services are
economically significant (see ESA 2010 20.19 and following paragraphs). A price
is said to be economically significant when "it has a substantial influence on the
amounts of products the producers are willing to supply and on the amounts of
products that the purchasers wish to acquire." The capacity of producers and
consumers to react to economic “signals” is fundamental as to assess market
behaviour. Conversely, a price is said to be not economically significant when it
has little or no influence at all on how much the producer is prepared to supply and
have only a minor influence on the quantities demanded. It is thus a price that
does not determine the observed levels of supply or demand.

27. Market producers sell their output at economically significant prices. Non-market
producers are typically providing their output free of charge or at prices that are not
economically significant. A public market producer will act as a business unit
subject to market forces such that it might have to close down if it cannot survive at
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those prices without the permanent support of government or it would be subject to
restructuring.*®

Decision tree

Yes . .
Is the public unit a

dedicated provider

of ancillary
services?
No
A 4
Is the output of the No |r51the ?Ubllc lllhlt NoO
public unit sold only ,| the only supplier
to government? of government?
Yes
\ 4
Yes Are the sales to
non-government
more than 50%
Is the public unit the of total output?
only supplier of
government?
Yes
A 4 A 4
Does it compete with Are prices
private producers —>| economically
through tendering for | . | Significant
contracts? (market/non-
No market test)?
Yes
Unit is part of
» general No Unit is classified
government as public
corporation

'® From a general point of view, normally a private market producer cannot incur losses in the long run as this would
mean a negative return of equity (with possible exceptions for some entities within a group). The case of a public market
producer is different in the sense that in many cases one can assume that government would provide support for public
policy reasons. Usually, the RoE requirements would not apply in similar conditions for the private sector whereas,
frequently, events triggering bankruptcy (such as negative equity) are not applicable to these entities. In terms of public
finance, any government support to public market producers has an impact on government net lending/borrowing (B.9)
and possibly its debt. However, generally, government would decide corrective measures or restructuring plans when
the burden becomes too heavy on public finances.
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1.2.4.2 Specific cases of producers

28. Independently of the results from the quantitative test described in the next sub-
section 1.2.4.3, there may be cases needing specific analysis where the producer
“by its nature” is not considered a market producer. These would be relevant for a
public producer. In the case of private producers (those not controlled by public
sector as described above), the price is by definition deemed to be economically
significant because of profit constraints.’” On the contrary, public enterprises
(mainly corporations) may be set up for public policy purposes, with various degree
of public support which may influence the price of their output. Their market/non-
market nature has to be considered through both quantitative test below), which
shows the conditions in which they can undertake market activity, and qualitative
criteria, to establish whether they are undertaking market activity. The quantitative
test result should not be considered the only relevant criterion determining the
classification of the entity. It is also necessary to examine the specific nature of
their activity and the specific links they have with government. It is assumed that
the relevant information should be available for statisticians.®

a) The public producer is not an institutional unit

The distinction between market/non-market makes sense only if the producer is
an institutional unit and is not a dedicated provider of ancillary services to
government, as defined in ESA 2010 3.12. If this is the case, the entity is
servicing almost exclusively government and so has to be integrated into the
government unit it depends on. There are also cases where a unit controlled by
government has to be classified within the government sector, so that the
gquantitative test is not appropriate (see below in chapter 1.6 Specific public
entities).

b) The public producer sells its output both to government and other customers
(corporations, households, no-residents)

If the public producer is the monopoly (only) supplier of its goods and services
in the economy, it is presumed to be a market producer if more than 50% of its
output is sold to private units. In the case that more than 50% of its output is
sold to government units, but government purchases goods and services under
the same conditions as other private units, i.e., under fully commercial terms (at
very similar prices for the same goods or services), then government is deemed
to be acting as a “price taker” in economic analysis and the selling unit is
treated as a market producer. In this case, it is likely that the producer would
react to market signals.

If there are several suppliers (i.e. also private producers in the national
economy or from abroad), and government buys a significant part of the output
of the producer (i.e. more than 50%) but if there are several competing
producers, the public producer is considered a market producer if the
contracting process with government takes place in an actual open and fair
competition (for instance through open tender procedures). It is also likely that

' In some cases, this criterion must be considered at the level of the private group because of non-market-based
transfer pricing between entities of the group.

'® This means that, when assessing the coverage of the production costs by the sales, it is important to identify the
share of government units among the all buyers, where relevant. There are also cases when it is well known that the
production is exclusively (or almost) dedicated to government’s use.
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the producer would react to market signals, whereas consumers would have a
free to choose on basis of price and/or other aspects.

¢) The public producer sells its output only to government

In this case government is in a dominant position (monopsony). This situation
calls for a close examination by national accountants as government has in
general a significant influence on the level of the prices (it is de facto the “price
maker”).

If the public producer is the only supplier of government for this kind of good or
service, possibly for technical and economic reasons (such as scale of
economy), it will normally be considered a non-market producer. The exception
is the case of a clear and open competition with private producers. This would
notably be evidenced by an open and fair tendering procedure for the initial
selection on commercial terms. In addition, if such competition clearly exists,™
the specific position of the public producer is not definitive where the contract is
renewed after a given period with a competitive process.?

29. Whatever the cases above, if this public producer is not the only supplier to
government and is acting in real and open competition with other producers, its
market/non-market nature must always be checked through the quantitative test.

1.2.4.3 The quantitative market/non-market test

30. To determine whether a producer is market, it must sell its products at an
economically significant price which, in practice, would be assessed if the sales of
the producer cover a majority of the production costs. In distinguishing market and
other non-market producers by means of this “60% test”, “sales” and “production
costs” are defined as follows:

a) “Sales” (equal to the market output increased by payments for non-market
output, if any) exclude taxes on products (D.21) but include all payments made
by general government or the Institutions of the EU?* and granted to any kind of
producer in this type of activity. Other sources of revenue, such as holding
gains, dividends, investment grants, other capital transfers, are excluded from
the notion of sales.?

b) “Production costs”, for the purpose of this test, are the sum of intermediate
consumption (P.2), compensation of employees (D.1), consumption of fixed

' This competition must be assessed not only by the presence of different firms on the domestic market but also by the
degree of openness of the market to new producers.

2 As a reminder there are rules at the level of the EU concerning public procurements based on open competition.

1 See more detail on the treatment of EU grants/subsidies in chapter I1.6.

%2 |n order to be assimilated to sales, these payments (to which any producer of the same service should be entitled)
must be directly linked to the volume or value of the output, and not only because the producer is engaged in such
production. For example, in respect of public transport, government could choose to pay subsidies based on the number
of tickets sold, such that the subsidies paid vary directly with usage and cover the gap between the price charged to
users (generally controlled by government) and the costs for the corresponding output. On the contrary, payments made
irrespectively of the actual amount of tickets sold to final users, under the form of a global lump sum to cover operating
deficit resulting for the insufficient coverage of costs by pricing, would not be added to the sales for the 50% test. In
practice, the payments included in the extensive notion of “sales” are labelled” subsidies on products” (D.31), defined in
ESA 2010.4.33 as “payable per unit of a good or service produced or imported”. ESA 2010 3.33, however, specifies
explicitly that “the payments made by general government to cover an overall deficit of public corporations and quasi-
corporations” that "constitute part of other subsidies on products as defined in ESA 2010 4.35 (c)” are not considered
sales. For their part, “other subsidies on production” (D.39) (ESA 2010 4.36) and other transfers from government are
not taken in account. Therefore, any subsidy for which the total amount to be paid has been fixed ex-ante (possibly
already partially or totally paid before the whole activity has been carried out), generally in the context of global budget
negotiations focusing on factors such as maintenance of buildings, investment in technical equipment, payment for
compensation of employees, are excluded from "sales" when applying the market quantitative test.
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capital (P.51c), other taxes on production (D.29) and the net interest charge?.
For this criterion other subsidies on production (D.39) are not deducted. To
ensure consistency between the concepts of sales and production costs when
applying the 50% test, the production costs exclude all imputed costs made for
own-account capital formation.

31. The 50% test should be applied by looking over a range of years on an individual
unit basis (even when entities are part of a group): only if the test holds for several
years (at least 3 years) or if, in some cases where the unit had previously passed
the test, is observed for the present year and is strongly expected to hold for the
near future, should it be applied strictly. Minor fluctuations (or deemed to be one-
off exceptional case) in the size of sales from one year to another do not
necessitate a reclassification of institutional units (and their local KAUs and
output), similarly to exceptional costs.

32. The 50% test decides also when a government unit can be treated as a quasi-
corporation (owned by the government): a quasi-corporation can be created only if
the identified entity is market.

33. In case of new public enterprises the test may be difficult to apply immediately due
to lack of results and/or because of a progressive gearing up.?* The classification
should be based on the business plan and special attention should be given to
check whether the unit becomes a market producer in a short period of time. In
some cases, where the new unit is a merger of previous units, the results of
previous periods can be estimated as an indication of future performance.

34. In case of liquidation of a market producer®, the quantitative test is no longer
relevant as there is no new output and no sale. As a rule, if the test has confirmed
the classification of a public unit outside the government sector just before the
liquidation, no reclassification should incur during the liquidation process which
may take time. However, in most cases, the liquidation process occurs after a
period where the unit has shown strong difficulties and it is frequent that the unit
would have no longer satisfied the test (with a consequent reclassification within
government) before it was decided to irrevocably enter the liquidation process.

1.2.4.4 Specific case of public hospitals

35. Public hospitals®® are a specific case?’ in the context of the sector classification of
public producers. The reason is mainly due to the fact that it is one of the main
responsibilities of government to organize the health care services in each EU
Member State, as it is part of its public policy to ensure that all the community can
access the health care providers.

36. The ways in which government organizes the provision of health care services are
numerous. For instance, government can regulate the supply of public and/or
private hospitals by geographic area, or can impose constraints in the provision of

2 ESA 2010 3.33 mentions "net interest payments”, which is in contradiction with the accrual principle (and also
inconsistent with other components of sales which are on an accruals basis). The categories underlying the expression
"net interest charge" (D.41, uses minus D.41, resources), in ESA 2010 20.31, are to be used instead.

 This is notably the case for new units which needs in a first step significant capital expenditure and will start to sell
services until after the completion of the works.

% This does not cover the specific case of “defeasance structures” related to problematic assets held by financial
institutions (see chapter 1V.5 Financial defeasance).

% The term “hospital” in this sub-section 1.2.4.4 refers to the health care institutions that provide medical, surgical, or
psychiatric care and treatment for sick or injured people and which, in order to do so, use buildings and dedicated
equipment and employ specialised staff. According to the NACE classification, there is a specific code for the hospital
activities (86.1). However this code has to be used only on an indicative basis, because other human health activities
£86) or residential care activities (87) should be checked in this context.

" For this reason, since 2002, the MGDD has always included a specific part on public hospitals.
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same services, or can regulate the general system of prices with or without
specifying the price for each specific treatment. The purpose of this sub-section is
therefore to identify the key points that compilers have to take into account when
dealing with the classification of public hospitals, namely and mainly, the degree of
control of government, the presence of a situation of real competition with private
hospitals and the absence of sustained financial losses of public hospitals.

37. Control over a hospital is recognizable from the list of indicators mentioned in ESA
2010 20.309 (and in section 1.2.3 Concept of a government-controlled institutional
unit). If government determines the general policy of the public hospital, the
hospital would be considered to be controlled by government. It is important in this
context to assess the degree of control exercised by government. In some cases, it
is such that, de facto, the public hospital cannot act with full autonomy. Notably,
this would cover cases where its capital formation (for extension/renovation of
buildings or for acquisition of expensive equipment) may be decided/vetoed by its
controlling unit or by an authority responsible for health policy implementation.
When government permission is required for acquiring machinery or complex
equipment or for borrowing in the market in order to finance the acquisition of new
assets, it is government (and not the hospital) which is empowered to take the
economic decisions on the assets and liabilities of hospitals. In such cases, the
public hospitals should be classified within the general government sector?®®.

38. The presence of a real market competition should be carefully checked by verifying
if public hospitals are really competing in practice with private hospitals. The
competition can be assessed by checking the presence of private hospitals
operating in all the different fields and the willingness of the private sector to enter
in the market in all the fields. It is crucial, in this respect, to verify if the openness of
the market is only theoretical or not. In other terms, it is necessary to check if
public and private hospitals are effectively supplying, in practice, the same
services in all areas and if there is a real possible choice for patients or
prescribers. In such cases where market competition would only be purely
theoretical and not found in substance, public hospitals should be classified inside
government.

39. Thus, in a situation of real market competition, a hospital can decide which health
services it wants to provide on the basis of profitability considerations or it can
decide to adjust the prices in order to influence the demand. There are situations
where the prices can be set up unilaterally by Government (which is usually the
dominant purchaser) or under a contractual agreement between parties, in a larger
context, between the economic actors (government, hospitals and insurance
health units). In this context, it would be necessary to verify if a specific system of
prices exists only for public hospitals, which would differ from the one for private
hospitals (with the consequence that the public hospitals will have to be
reclassified inside the General Government) instead of a pricing system applicable
to both private and public hospitals. Moreover, it will also have to be checked if the
prices are set in such a way which would not allow de facto a market competition,
as for instance it would be observed that prices for some medical services would
be too low to induce private units to participate in the provision of such services, as
it would be unprofitable to do so.

8 public hospitals may be controlled by different government sub-sector according to institutional arrangements in
Members States. However, when a hospital is in majority financed by social contributions to Social Security entities (and
not from subsidies from government raising taxes), for practical reasons, it might be included in the S.1314 sub-sector
“social security funds”.
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40. Public hospitals, because of their statute of public producers in the sector of public
health, might have an obligation to produce such services (which must be
obligatorily provided by some units) which would likely de facto not cover their
production costs, with the consequence that they would usually run losses. On the
contrary, a private hospital can and will most likely decide not to enter into a
market concerning the provision of unprofitable services as they could not survive
making loses on a persistent basis. As a result, they might provide only a limited
range of profitable health care services whereby public hospitals, could provide a
wider range of health care services and as a consequence run losses.? In such
circumstances, where competition would be limited and public hospitals would in
most cases run losses on an almost persistent basis due to government policy,
public hospitals should be reclassified with the relevant controlling government
subsector being responsible for covering the resulting deficits on a regular or
irregular basis.*

41. The support of government to public hospitals might take different forms, such as
covering regularly or unregularly (e.g. every 5 years) their losses, being committed
to assume the accumulated debt (as debtor of last resort), financing in total, or for
a predominant part, the acquisition of equipment, (especially when particularly
expensive), etc.* Any government intervention (either observed by experience or
foreseen from official commitments),which would cover the business risk of public
hospitals, would highlight a difference in respect to the private sector and would
reflect a situation of a de facto no real market competition. Therefore, if the
hospitals are public and the conditions of a real market competition would not be
satisfied (as evidenced, amongst other, by public hospitals incurring regular losses
or accumulating significant debts and government support being continuously
observed on an aggregated basis and not for individual public hospitals
separately), the public hospitals will have to be classified inside government.

42. It is to be underlined, in this respect, that the classification of public hospitals in
government sector will also provide a more faithful picture of government
accounts, as losses will be accounted in net lending/borrowing (B.9) of government
on a regular yearly basis according to the performance of the individual hospitals
every year and not according to when the government might decide to cover the
losses incurred by way (for instance) of assuming the debt of the hospitals every X
years and possibly choosing the most favourable moment for when to impact
government accounts.

43. Notwithstanding the above®, in those cases where a pricing system would be
applied in its entirety to both public and private hospitals, covering most of the
activities of the public hospitals subject to competition and public hospitals would
not be reimbursed simply on the basis of their costs and not run losses on an
almost continuous basis which would then be covered by government (as in this
way government would basically reimbursing the hospitals, de facto, on the basis
of costs incurred), the consequent payments can be considered the result of
a market activity and therefore used in the context of the market test, which would

% The existence of quasi-permanent losses as such is not an indicator that there is not full competition. On the contrary,
the fact that public hospitals are profitable (or at least, not incurring permanent losses) is also not a sufficient indicator
that there is real market competition.

% Government may entrust public hospital with specific tasks, in addition to medical care, possibly as education and
research. The payments received for these tasks should normally not be considered a market activity.

. Other indicators of government support would be government guarantees or loans at favourable non-market
conditions, if provided only to public hospitals.

* This is under the condition that public hospitals comply with the other rules for the existence of a real market
competition (openness of the market, provision of the same services, lack of government support, etc.).
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constitute the possible last step in the decision tree for assessing the sector
classification of public hospitals.

Decision tree on public hospitals

Has the public NO . . ;
hospital autonomy of Unit is classified in
—_—D
decision? government sector
Is the public hospital
competing in practice with NO Unit is classified i
private hospitals (services > nit 1s classified in
supply,profitability and government sector
government regular support
price system)?
Are public hospitals NO
reimbursed mainly on the —————> Unitis classified in
basis of activities undertaken government sector
and not on the cost?
YES
NO
Unit is classified Does the public Unit is classified in
outside government sector[ € hospital comply with » government sector
the 50% test?
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[.2.4.5 The borderline between taxes and sales of services

44. In assessing whether a unit is market or non-market, it is necessary to check
whether a unit's income from non-government sources should be classified as
sales or as something else. For example, payments made for permissions to carry
out a given business or personal activity (usually evidenced by a license), should
be treated as sales of services only if the revenue is used to organise some proper
regulatory function associated with the permission (such as checking the
competence or the qualification of the person concerned, suitability or safety of the
business premises, reliability or safety of the equipment employed, quality or
standard of goods and services produced), and if the payments does not
significantly exceed the cost of providing the services. However, the degree of
obligations for the payers should also be considered, as there may be situations
where the economic agents cannot carry out a given activity without holding a
specific permission, so that the price should in no way influence the number of bid
and asked permissions. Such payments should be treated as taxes if either of
those conditions is not satisfied (see ESA 2010 4.79 (d)) and, therefore, the unit
classified within general government or, in some cases, the payments routed via
government since only government has the power to levy taxes. Part VI.1
(Overview) provides more guidance on this (TV, radio).
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.3 Pension institutions

1.3.1 Background to the issue

.3.1.1 Main definitions

1. Pension schemes provide an income after retirement from work and a survivor's
pension to a surviving spouse in most cases. Some further risks might occasionally
be insured under a pension scheme as well (sick leave, disablement). They can
take the form of "social insurance schemes", which includes both "social security
schemes" and "employment related social insurance schemes other than social
security schemes". Protection against these risks could also be insured on a
private insurance policy and through other (long-) term savings instruments
arranged by individuals on their own initiative.

2. The entities managing social security schemes would normally be classified in the
general government sector (S.13) whereas the entities managing the other
employment related social insurance schemes would normally be classified in the
subsector "insurance corporations” (S.128), "pension funds" (S.129) or the
employer's sector (S.11, S.12, S.13 or S.14). Entities managing private insurance
policies would be classified in the subsector "insurance corporations” (S.128).
Entities managing savings instruments will predominantly be allocated in the
financial corporations' sector (S.12). Occasionally, depending on the country’s
legislation, they might also act as the insurer of an "employment related social
insurance schemes other than social security schemes".

3. In national accounts, social insurance means collectively organised protection
against a list of “social risks or needs” such as, in the case of retirement pensions,
the risk of not having an adequate income when being old. The main flows under a
social insurance scheme are “social contributions” (payments to the scheme) and
"social benefits" (payments by the scheme).

.3.1.2 Social assistance

4. In national accounts, social insurance differs from social assistance. ESA 2010
says that social assistance payments "meet the same needs as social insurance
benefits but which are not made under a social insurance scheme requiring
participation usually by means of social contributions" (see ESA 2010 4.105) and
they “are not conditional on previous payment of contributions and which are
generally linked to an assessment of available income" (see ESA 2010 4.85).

1.3.1.3 Unfunded and funded pension schemes

5. In discussing the accounting of social insurance schemes, a distinction between
“‘unfunded” and “funded” schemes should be made.

6. Unfunded schemes, frequently referred as to “pay as you go schemes”, are
schemes where the unit responsible for the scheme is not or only partially
recognising in its accounts the outstanding liabilities to pay pension benefits in
future. The pension benefits due during a year are primarily financed out of the
pension contributions earned during the same year.

7. Funded schemes are arrangements where the unit responsible for the scheme is
fully recognising the outstanding pension entitlements. The balance sheet will
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show a separate entry reflecting the "pension entitlements”. Also, the balance
sheet will include earmarked investments to finance future pension benefits. The
pension contributions earned during a year combined with interest flows from the
investments will serve to supplement the "pension entitlements” for the active
participants (and for the participants with postponed pension entitlements) and the
pensioners in the scheme. The amount of the earmarked investments will increase
accordingly.

8. Generally, the value of the earmarked assets will be well over the value of the
"pension entitlements"; the difference serving as a buffer to accommodate the
effect of any risks that might occur (especially from price risks on the financial
markets, from interest rate changes or from the longevity risk). Supervisory
authorities might set limits to the minimal amount of these buffers.

9. Short-term shortages, where the value of the earmarked investments is below the
outstanding amount of the "pension entitlements” (probably increased by the
amount of the mandatory buffers), might not endanger the classification of the
scheme as being funded. Maintaining the classification as a funded scheme would
occur under the precondition that the employer and sometimes the active
participants will inject additional pension contributions and/or that pension benefits
will be reduced to restore the minimal level of the buffers.

10. If the scheme becomes underfunded, meaning the mandatory buffers become too
small or even negative and the employer funds into it, this is to be recoded as an
employer's contribution.

11. Social insurance schemes that are partially funded by design, so the earmarked
investments are significantly below the scheme obligations, are classified as
unfunded schemes.

12. The participants in a pension scheme, whether unfunded or funded, do not own
directly the assets that are collectively held and managed (similarly to mutual
funds) but they hold an individual claim on the pension entity (the pension
entitlement).

.3.1.4 Defined contribution and defined benefit schemes

13. With defined contribution schemes, the individual pension benefits depend on the
value of the accumulated assets at or after retirement. Therefore, the individual
households bear the financial risk of the performance of the earmarked assets:
they are facing uncertainty concerning the level of the future pensions. Regularly
(but this is not a required condition), the participants in the scheme may have
some individual choice in the orientation of the investment of their funds in one or
more market segments and/or of the investment manager.

14. The accumulation of the assets and the attribution to the individual participants is
very similar to investing via a mutual fund. Normally, participants in the scheme
cannot dispose of their holdings before retirement, see also ESA 2010 17.54). With
the aim of mitigating the risk from developments on the financial markets on the
level of the pension benefits the asset mix for participants — either on an individual
or on a vintage basis — might be shifted to less volatile instruments some years
before retirement.

15. Normally, a defined contributions scheme is funded though unfunded defined
contributions schemes may exist. In the latter option, the scheme would use a
financial market index as the yard stick to calculate the individual pension rights at
retirement.
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16. With defined benefit schemes, the benefits are calculated according to a scheme-
specific formula. Often the number of years in service and the salary are the main
ingredients of this formula (final pay, average pay). The outcome of this formula,
sometimes in combination with a guaranteed minimum amount was solely decisive
on the benefits to be granted in the past. The employer was obliged to supplement
any deficit with the scheme in many cases. This means that if the value of the
investments was less than the amount of the pension entitlements plus (part of)
the buffers, the employer should pay an additional employer's contribution.

17. However, increasingly the employers stepped down from being solely responsible
to supplement when needed in recent years. Accordingly, the scheme's formula
was amended and/or the unconditionality of the pension promise to the
participants was mitigated: a promise according to the formula often changed into
a conditional entitlement. So the formula reflects the envisaged entitlement without
— circumstance driven — being legally enforceable (see also ESA 2010 17.57).

18. These defined benefit schemes should have a clear surplus of the value of the
earmarked assets over the pension entittements according to supervisory
regulations in many cases. This mandatory buffer might be up to over 30% of the
pension entitlements. One could fancy, a defined benefit scheme being unfunded.
Present accounting regulations, however, make the existence of unfunded defined
benefit schemes fairly unlikely in the corporations' sector; most applicable
accounting directives prescribe all obligations of the corporation to be included in
its balance sheet. Accordingly, unfunded defined benefit schemes would mainly be
seen with government.

19. Some social insurance schemes have characteristics from both defined
contribution and defined benefit schemes. These schemes are treated as defined
benefit schemes in national accounts and government finance statistics.*

.3.2 Treatment in national accounts

20. ESA 2010 draws a line between social insurance and any other personal
protection against social risks or needs (see ESA 2010 4.84). In order for an
individual policy to be treated as part of a social insurance scheme, the
eventualities or circumstances against which the participants are insured shall
correspond to the risks or needs listed in ESA 2010. In addition, one or more of the
following conditions shall be satisfied:

a) participation in the scheme is obligatory either by law or under the terms and
conditions of employment of an employee, or group of employees;

b) the scheme is a collective one operated for the benefit of a designated group of
workers, whether employees, self-employed or non-employed, participation
being restricted to members of that group;

¢) an employer makes a contribution (actual or imputed) to the scheme on behalf
of an employee, whether or not the employee also makes a contribution.

1.3.2.1 Sector classification of the unit responsible for the management of
a social insurance scheme

21. Social insurance institutions should be classified according to their characteristics:

* See also IAS 26 (Accounting and Reporting by Retirement Benefit Plans), §12 (Definitions Plans with mixed
characteristics).
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a) A government unit is judged to be responsible for the management and scope
of a scheme if participation is imposed by law or specific regulation and if it is
controlled and financed by government units, the level of the main flows by
setting (or approving in last resort) the rules. Note that this role of managing,
control and financing differs from the role government might have in supervising
institutions to ensure they are run according to prudent principles, see ESA
2010 4.89 (a).

Such schemes qualify as “social security schemes” (ESA 2010 2.117, 4.89 (a)).
The government department managing such schemes, where clearly
identifiable, is classified within the sub-sector “social security funds”. If the
department unit is no separate (quasi) institutional unit, it should be classified
into the subsector of government where the larger unit is classified.

This classification applies independent of the scheme being funded or
unfunded. An unfunded scheme often relates to the state pension scheme
where the pension benefits normally are of a "flat rate" nature, possibly only
dependent of the number of participating or contributory years. However,
funded defined contribution pension schemes and private institutions managing
the scheme’s investments are not classified within the general government
sector.

The financial investments that are held in the context of an unfunded scheme —
predominantly a liquidity buffer — are recorded as assets of the scheme's entity
and not of the beneficiaries.

b) The employment related social insurance schemes other than social security
schemes (including the scheme(s) for civil servants) could be organised within:

e the unit of the employer;

In this case the employer organises the scheme exclusively for its own staff (or
part of them in some cases), manages the scheme directly and is fully
responsible for all underlying flows (some might be imputed flows in national
accounts).

These schemes qualify as “non-autonomous employer pension schemes”; if
funded often also named "book-reserve system” (ESA 2010 2.106).

All flows, assets and liabilities are allocated to the unit and sector of the
employer. In other words, such schemes can be classified in all institutional
sectors except households.

The unit managing the scheme for government employees normally is assumed
constituting a separate (quasi) institutional unit — contrarily to those with
corporations — which should be classified as a pension fund (see next bullet).

e a separate and dedicated unit (a pension fund);

If the employer organises the scheme exclusively for the own staff (or part of
them in some cases) or jointly with other employers, managed via a separate
and dedicated entity outside the employers' unit this entity is called a pension
fund. The pension fund is fully responsible for all underlying flows and stocks.

These schemes qualify as “autonomous employer pension schemes”. All flows,
assets and liabilities are allocated with the associated pension funds in the
corresponding subsector (S.129).

e aninsurer.

In this case the employer organises the scheme exclusively for the own staff (or
part of them in some cases) or jointly with other employers, through an
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insurance contract with a life insurer who is fully responsible for all underlying
flows and stocks. These flows and stock are part of the life insurer's flows and
stocks. All flows, assets and liabilities are reported in the insurance
corporations' subsector (S.128).

22. The role of pension funds and life insurers should be distinguished from the role of
most other classes of institutions that might manage pension schemes on behalf of
employers.®* These other institutions would most often organise the scheme
without being responsible and accountable for the scheme's obligations: they are
the administrator and perform auxiliary activities and should be classified as such.
Especially, insurers, banks and dedicated pension auxiliaries perform these
activities. The pension entity itself should be classified separately. Occasionally,
depending on a country’s legislation, these other classes of institutions might be
responsible and accountable for the scheme’s obligations. The pension scheme’s
transactions should be reported with the institutional sector of those institutions.

23. In recent years, some countries have set up funded defined contributions pension
schemes where government imposes or encourages participation, possibly collects
contributions from employers/employees/self-employed and it may pay pension
benefits to retirees. Also government would might fix the level of contributions and
maybe possibly decide on the applicable the rules. Government has often
outsourced the investment management to private sector managers (banks,
insurers and brokers). Under funded defined contributions pension schemes such
schemes, the pension benefits predominantly depend on the accumulated assets.
Under these conditions, not all the ESA 2010 criteria for classifying such schemes
as social security schemes are fulfilled, as government is not fixing the level of the
pension benefits and it does not “control and finance” the scheme.

24. Moreover, as the full investment risk is with the policyholders/beneficiaries, these
schemes are comparable to an investment fund. This implies that the entity
managing such a pension scheme, constituting a separate institutional unit, should
be classified as a financial institution in the appropriate sub-sector.

25. If government would guarantee the level of the benefits under a funded defined
contributions pension scheme, implying that government would bear part of the
risks, this as such is not a sufficient condition for classifying it as a social security
scheme. This would only apply if the scheme is under a recurrent call during
several years from which it is clear that the government guarantee is not for
exceptional and temporary reasons. That situation might motivate government to
take full control of the scheme and adjust the levels of contributions and benefits.
This reclassification might also occur before a call on the guarantee has been
made but where sufficient evidence exists that such a call would be inevitable in
the near future. Reclassification would be at stake only if government participation
in the benefits from a funded defined contribution scheme would be over the
payment from the scheme’s own resources.

26. Therefore, in the absence of government guarantees, the flows of contributions
and benefits under funded defined contribution schemes are not recorded as
government revenue or expenditure and do not have an impact on government net
lending/borrowing (B.9).

% These other institutions should record insurance technical reserves (provisions) to reflect the pension obligations for
which they are responsible. These reserves would not otherwise exist for these institutions.
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1.3.2.2 Government guarantee to a funded scheme

27. Even where government is not responsible for the management of a scheme that
is not classified as social security scheme, it may have a “strong interest” in the
sustainability of the scheme, as part of its social protection policy. Government
might closely follow the performance of nhon-government pension schemes notably,
to ensure that nobody within the population would be left without an adequate
pension.

28. In this context, where government considers that the degree of uncertainty for
participants in a non-government pension scheme is not acceptable, for example
because of operational risks, insufficient level of accumulated reserves, market
collapse, the government may grant an explicit guarantee to protect the
participants. Government acts as payer of last resort to ensure that benefits reach
a level considered to be satisfactory.

29. The existence of a government guarantee, in conditions mentioned above, to
a funded scheme that is not classified as a social security scheme, does not as
such imply that the beneficiary pension scheme should be reclassified as a social
security scheme.

30. The government guarantee must be considered a one-off guarantee (a contingent
liability), not recorded in national accounts as a government liability according to
the general ESA 2010 principles. In this respect the risk borne by government is
only a potential one as it depends on the occurrence of certain specific events. As
a result, neither government expenditure nor government revenue is recorded as
long as the guarantee is not called.

31. Government may support a scheme for exceptional and temporary reasons, for
instance a short-term shock on financial markets (such in 1987, 1994, or 2008)
such that the government intervention is limited in time and/or amount. This does
not imply reclassifying the scheme as a social security scheme, unless
government takes control of the scheme and directly adjusts the levels of
contributions and benefits. This means that, in a first stage, any government
support, although affecting government net lending/borrowing (B.9) would not have
the automatic effect of reclassifying the scheme.

32. If government’s support for the scheme is not implemented for exceptional and
temporary reasons but is observed frequently and assumed to be permanent,
national accountants should closely examine whether government has obtained
some controls over the scheme such that conditions for classifying it as a social
security scheme are fulfilled.

33. In the case of a defined contributions funded scheme, this reclassification as a

social security scheme should be implemented only when the government is
effectively ensuring the payment of benefits for an amount higher from than the
one payable from the assets accumulated in the fund.
In the case of a funded defined benefit scheme, this reclassification as a social
security scheme should be implemented only when the government is effectively
ensuring the payment of benefits for an amount higher than 50% of the actuarial
value of the pensions from its own resources.

.3.3 Rationale of the treatment

34. The level of pensions depends on the value of the accumulated assets that are
invested on the market with a defined contributions funded scheme. Therefore,
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government is not controlling the level of the individual pension benefits because it
has no direct influence on the market performance of the assets.

35. All pension funds where the participants bear the financial risk should be treated in
the same way, whatever the nature — public or private — of the unit managing the
scheme, or even the obligatory or voluntary nature of the scheme. They are
savings accumulated by households. Managing assets on behalf of other units is a
financial intermediation activity that is not normally a function of government. When
managing such schemes, government is not acting for public policy purposes but
is acting in a similar way to a financial institution.

36. Classifying a funded defined contributions funded scheme into the sub-sector of
the managing entity, often S125 "insurance corporations” S.128 or and “pensions
funds” (S.129) but possibly (depending on the country’s legislation) another
(sub)sector means that, although on the one hand the liability relating to the future
pensions is not recorded as government liability and on the other that,
the government securities held by the managing entity on behalf of the pension
scheme pension fund should be are rightly recorded in government debt (not
consolidated). Under these conditions, the structure of the entity’s portfolio of the
pension fund has no influence on the recording of government debt.

1.3.4 Transfer of pension entitlements from the second pillar

37. Occasionally, pension entitlements that are accumulated in the second pillar are
transferred to the first pillar of the country’s pension system, accompanied by the
transfer of associated assets. The transfer might be voluntary, encouraged by
government or compulsory. The treatment in the MGDD will depend on the exact
features of such transfers at inception, which are not yet fully known: future role of
individual accounts, calculation of the future value of the accounts, etc. Eurostat
and the national statistical authorities will examine on bilateral basis the impact on
government accounts.

38. The starting point of the recording would be an identical value of the transferred
entittements and the associated assets. Under this assumption, the transaction is
financial in nature. Accordingly, the transfer has no impact on government net
lending/borrowing (B.9). However, government debt may be indirectly affected
through the consolidation of the government bonds that are amongst the assets.
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|.4 Market regulatory agencies in agriculture

1.4.1 Background to the issue

1. This section discusses the sector classification of market regulatory agencies® and
the treatment of their inventories, when these agencies operate within the domain
of agriculture. The rules could also apply for market agencies intervening in other
markets such as raw materials (this is not currently observed in EU).*

2. These are national agencies acting on behalf of the European Union or other units
having both a market and a redistribution activity. They mainly concern agricultural
products. Institutional arrangements vary between countries. Typically their
activities include the purchase and storage of agricultural products; giving direct
subsidies to farmers, levying charges on producers and imports; giving subsidies
for exports; giving grants for capital equipment and environmental improvements.*’

3. The Eurostat 2005 decision on the accounting treatment of transfers between the
EU budget and EU Member States specifies that EU transfers should have no
impact on government net lending/borrowing (B.9), as government is considered to
act "on behalf* of the EU. The Eurostat decision focused on the recording of some
ESA transactions, such as subsidies or investment grants. As noted above, market
regulatory agencies buy and sell products, in most cases on behalf of the EU, with
the aim to stabilize prices by setting up inventories or buffers. From a national
accounts point of view, general governments are not the economic owners of
these inventories. However, allocating to the EU (S.2 Rest of the world) the
changes in inventories would imply recording market regulatory agencies
purchases/disposals as exports/imports with the EU institutions, which would not
the relevant solution both form a conceptual and an accounting point of view.*

1.4.2 Treatment in national accounts

4. ESA 2010 2.114 makes a clear distinction between "market regulatory
organisations” which are either or principally distributors of subsidies and those
which are exclusively or principally engaged in buying, holding and selling
agricultural or food products.

5. Market regulatory agencies channelling subsidies are classified in the general
government sector (sub-sector central government). Market regulatory agencies
engaged in transactions on markets are classified in non-financial corporations
sector.

6. However, market regulatory agencies may be engaged in a mixture of both
activities mentioned above. In such cases, ESA 2010 20.54 states that the agency
may be split into two institutional units, which may be implemented when there
evidence that one part of the activity of one unit is fundamentally different from

% Also referred to in ESA 2010 as market regulatory organisations (MRO).

% As far as other regulatory bodies (which do not intervene directly on markets through “buffer stocks”), such as national
authorities for energy, telecommunications, transportation, etc., are concerned, the classification within the general
government sector would depend on their significant role in the design of the framework of the activities together with
the judicial power they are entitled to. Should the above conditions not be fulfilled, it would be necessary to look at the
nature of their resources, which may largely take the form of taxes.

¥ However, in the context of the current EU Agricultural policy, the regulation of output prices has decreased to a rather
minor activity, observed only for a restricted number of products.

% For more information, refer to the document released by Eurostat paper on 20 November 2008 at this address:
http://epp.eurostat.ec.europa.eu/portal/page/portal/government finance_statistics/documents/MARKET REGULATORY

AGENCIES.pdf.
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another part (for instance in the case of quasi-corporations): the institutional unit
being in market intervention activities is classified in the non-financial corporations
sector. The second institutional unit distributing subsidies is classified in the
general government sector.

7. When it is not possible to distinguish two separate institutional units (notably for
accounting reasons or no clear management separation), the following rule should
be applied to determine the “principal activity”. Units should be classified to the
general government sector if their costs incurred in market regulation compared to
the total costs are less than 80% and to the non-financial corporations sector if
their costs incurred in market intervention compared to the total costs are more
than 80%.

8. The costs incurred are measured in the same way as the value of output of non-
market services, i.e. as the sum of intermediate consumption, compensation of
employees, consumption of fixed capital, and other taxes on production less other
subsidies on production, while interest payments are not included (see ESA 2010
3.49).

9. However, where a market regulatory agency acting on behalf of the EU (i.e. in the
context of EU common policies) is classified inside general government, the
creation of a quasi-corporation, rather than a notional unit, in the corporations
sector (S.11) is recommended in order to capture the changes in agricultural
inventories, and to avoid that such changes in inventories are recorded in national
government accounts (as changes in government inventories, with an impact on
the government net lending/borrowing (B.9), or in the rest of the world accounts
(as exports and imports).

10. This recording would be mainly based on the view that the EU has economic
ownership of those inventories, and not the national government, and that the
market regulatory agencies are in fact acting on behalf of the EU: the EU
exercising control and assuming risks and rewards associated to these inventories.
Such a treatment is also in line with the convention of sector classification of
market regulatory agencies (in S.11) stated in ESA 2010.

1.4.3 Rationale of the treatment

1.4.3.1 80% criteria

11. The main reasons for fixing the threshold at the high level of 80% are the following:

— It is not a "normal" activity of for an enterprise (market producer) to distribute
subsidies;

— In many cases the agency has a public legal status;

— In the context of the Common Agricultural Policy, the subsidy distribution
significantly prevails on market interventions;

— A treatment ensuring stability over time for the classification of market
regulatory agencies is needed.

1.4.3.2 Economic ownership of the inventories

12. Given that a market regulatory agency would be "acting on behalf of the EU" and
thus would not use these inventories in its own production process, this
institutional unit does not seem to be the economic owner of those inventories
arising from its interventions on the market. The EU should be considered the
economic owner of such inventories.
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13. Nonetheless, in this case, the recording of exports/imports relationships with the
EU does not seem desirable or plausible because this would entail recording
export and import flows each time the agency buys or sells, inflating totals with
limited analytical value. In addition, market interventions of regulatory agencies,
although acting "on behalf* of the EU, are made at national level, i.e. in the
national markets

14. 1t is important to analyse the economic ownership of the inventories constituted by
market regulatory agencies. In the case of public interventions on markets, the
Commission bears all the financial risks including all the losses derived from the
intervention in the market, as the aim of the EU common agricultural policy in this
field is to avoid any financial impact on the EU Member State resulting from market
interventions. The opposite situation also occurs when prices go up, the EU
Member State repaying in full the difference to the Commission (gain on sale). In
addition, the EU Member State is responsible for taking all necessary measures for
its good conservation but, at the same time, has no control over these goods as
the buying and reselling decisions are in the hands of the EU instances.

1.4.3.3 Classifying the inventories in the corporate sector

A notional unit or a quasi-corporation

15. In national accounts, a possible solution (to avoid recording exports and imports
upon each addition to or removal from inventories) would be to allocate the
recording of such agricultural inventories (P.52) to the non-financial corporation
sector (S.11). This would be consistent with the reasoning that general
government is not the economic owner of the inventories resulting from market
interventions. This approach would follow to some extent the convention stated in
ESA 2010 2.114 mentioned above.

16. The above view would imply that an artificial unit would be created to capture
transactions in inventories within S.11, in those cases where the market regulatory
agencies are classified inside central government (S.1311).

17. One possibility would be to recognize a notional resident unit owned by the EU.
The creation of a notional resident unit seems broadly in line with the ESA 2010
2.29, which explains that notional resident units, even if they keep only patrtial
accounts and may not always enjoy autonomy of decision, are treated as
institutional units, by convention. Such a notional resident unit would hold
inventories and it would be regarded as transacting in those. This implies the EU
being the owner of the entity in national accounts.

18. Another possibility would be to recognize a quasi-corporation in national accounts,
having the same purpose as a notional resident unit mentioned above (i.e. to
capture transactions in inventories in case that a market regulatory agency is
classified inside central government). Normally, under ESA a complete set of
accounts should be available. This is not ensured but, to the extent that the EU
makes up for the losses arising from the holdings of inventories, relevant and
comprehensive information is deemed to be available. This implies government
being the owner of the entity in national accounts.

19. Both these treatments would avoid recording changes in acquisitions and
disposals of inventories as exports/imports to the EU.

20. Summarizing, two options seem to be possible, according to who is viewed as the
owner of the entity that is holding the inventories, to be classified in S.11:
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Option 1) recognizing a quasi-corporation, implying that the owner of the entity
remains government; or

Option 2) recognizing a notional unit, implying that the owner of the entity is the
rest of the world (ROW).

1.4.3.4 Net worth of general government

21. Given it is argued that the EU owns the inventories, it is important to determine
whether the changes in own funds of the entity owing to gains and losses on
inventories at market value (which might be large from one period to the next)
would impact either general government net worth, or the rest of the world net
worth, or none of them.

22. It is important to determine whether the quasi-corporation option or the notional
unit option would yield different, or very different, results from the point of view of
the net worth of general government. It could be assumed as a preliminary
conclusion that the result would be different as far as the net worth of the EU is
concerned. This is because the latter would be impacted by gains and losses on
inventories in the case of the notional unit option, but not in the case of the quasi-
corporation option.

23. If the agency is an entity established by government, it is likely that some equity
link will exist and will appear as an asset of general government when the agency
is classified outside general government. However, changes in the price of
inventories should not be reflected in the equity value of the entity (i.e. should not
be reflected in the price of the asset of government) because by definition those
gains and losses do not accrue to government but will eventually be returned to
the EU or compensated by EU subsidies. Thus, in concept, the gains and losses
should, at first sight, give rise to the appearance of a kind of payable/receivable
with the EU, which would keep the own funds of the agency unchanged.

24. In ESA, Own funds is defined as net assets of units, excluding equity liabilities,
while Net worth is defined as net assets of units, including equity liabilities. Thus,
Own funds minus equity liabilities of units (i.e. equity issued) equals Net worth.
See ESA 2010 7.02 and 7.06. The ESA net worth should thus not be confused
with the business accounting notion of shareholders' equity or net worth. This
business accounting notion of net worth is, in fact, closer to the ESA notion of own
funds.

25. However, in concept, the time of the appearance of the payable/receivable also
results from the time of recording of the subsidy, which accounting is specifically
regulated in ESA.

26. This time of recording issue of subsidies would most likely lead to an impact on the
own funds of the agency. However, conceptually, this should not impact the equity
value of the agency. If the agency itself were to be sold, its valuation would be
independent of the value of its inventories owing to the obligation of the EU to
cover losses when incurred, or of the obligation of the agency to return gains to the
EU.

27. Accordingly, gains and losses on inventories must be neutral from the perspective
of general government net worth in all cases (notional unit or quasi-corporation),
even if they are also neutral from the perspective of the EU net worth (quasi-
corporation). Thus, holding gains and losses on market regulatory agencies
inventories do impact only the non-financial corporations' (S.11) net worth, pending
the recognition of the subsidy associated to the receivable/payable.
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28. However, this will require that the valuation of the equity in the quasi-corporation
will have to correspond to the financing provided to date, rather than being equal to
its own funds: thus the unit net worth would be either positive or negative, although
only for short periods of time, owing to the gains and losses on inventories not yet
realized or recognized, and thus not yet compensated or returned to the EU. Such
deviations could nevertheless be seen as a reasonable approximation of the
convention that the net worth of the quasi-corporation should be zero (ESA 2010
7.09).

1.4.3.5 Valuation of transactions in inventories

29. In national accounts, the transactions related to interventions in the market should
be recorded in application of ESA 2010 4.33 and 4.35, in the context of notional or
guasi-corporation units. These ESA paragraphs would still be applicable for the
cases of notional or quasi-corporation units.

30. The transaction value on resale must include the EU subsidy. Thus, changes in
inventories will tend to compensate over time. The reimbursements made by the
EU correspond to the difference between purchase and resale prices, which is
shown in national accounts as subsidies paid by the EU.

1.4.3.6 Accounting treatment in the financial accounts

31. The following discusses how to record in the financial accounts the links between
the notional or quasi-corporation unit and the EU and/or government.

32. Under the notional unit option, the recording will be as follows: an acquisition of
equity (F.5) by the EU is to be recorded, matched by an EU borrowing (F.4) from
the entity financing the market regulatory agencies (often government itself). This
would imply changing the present recording in the Rest of the World financial
accounts.

33. Under the quasi-corporation option, no entries are recorded in the Rest of the
World financial accounts, as the transactions in equity on the liability side of the
guasi-corporation have a counterpart entry in the accounts of government.

34. Thus, in both cases the net change in inventories that is de facto financed by the
entity inside government (by way of borrowing from third parties or of drawing
down on its liquidities) is recorded in the financial accounts of general government,
instead of in the non-financial accounts as would otherwise be the case (under
changes in inventories P.52): either as transaction in equity (F.5, quasi-corporation
option) or as loans to the EU (F.4, notional unit option).

35. A theoretical advantage of the notional unit option, over the quasi-corporation
option, is that it reflects the genuine economic ownership of the EU. However, a
main disadvantage of the notional unit option is that this requires entries in the
ROW financial accounts that do not even exist when the regulatory agency unit is
classified outside general government in the first place: thus the notional resident
unit option seems to introduce an apparent asymmetric treatment between those
market regulatory agencies that are classified inside general government and
those market regulatory agencies that are classified outside general government.
This would seem to go against a homogeneous treatment across EU Member
States.

36. In addition, the impact of the movement in the market value of inventories not yet
covered by subsidies is likely to be small and temporary, and on average zero over
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time. In this context, the merit of imputing government lending to the EU and,
simultaneously, EU financing of the inventories may be doubtful.

37. Finally, it should be reminded that strictly following a recording that portrays the
change in the economic ownership would have implied recording imports and
exports which are deemed not to be particularly useful for analytical purposes
(balance of payment). It may be noted, however, that both options leave the same
impact on the government net lending/borrowing and debt.

1.4.3.7 "Shell" treatment

38. When the notional unit or the quasi-corporation is seen as a "shell", for simplicity
purposes, it would be conceived in national accounts as only holding inventories
and undertaking transactions in those, with counterpart entries in the financial
accounts: equity liability. The "shell* option would also mean that no reinvested
earnings would be recorded.

39. Alternatively, these units can be conceived to be more complete entities, showing
a more complete sequence of national accounts, such as generating a margin and
incurring costs.

1.4.3.8 Time of recording of the subsidy

40. ESA 2010 4.39 (a) indicates that the time of recording of "subsidies which take the
form of the difference between th